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Business Ownership and 
Self- Employment  in 
Developing Economies
The Colombian Case
Camilo Mondragón-  Vélez and Ximena Peña
3.1    Introduction
There has been an increasing interest in the developing world to promote 
entrepreneurship as a crucial component of their policy agenda toward job 
creation, economic development, and growth. However, very little has been 
documented about entrepreneurs in these countries. In contrast, the estab-
lishment of stylized facts in the developed world in regard to this group’s 
income participation, wealth accumulation, ﬁ  rm size, and job creation has 
generated a dynamic and growing literature in the area. Understanding 
entrepreneurial behavior in these countries is key for the design of appro-
priate economic policy. Our main goal is to characterize entrepreneurship in 
developing economies with substantial informal markets presence through a 
case study for Colombia. In particular, we explore the question of whether 
“pure” self-  employment (deﬁ  ned by those who work just by themselves) 
in this environment is a form of or a path to entrepreneurship. We deﬁ  ne 
entrepreneurs as individuals whose primary occupation is to run a business 
(working alone or employing others) and who are engaged in this occupation 
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looking forward to grow or at least sustain their business in time. Thus, this 
deﬁ  nition excludes individuals engaged in a temporary activity to generate 
income while waiting to get hired as a paid worker.
There is no consensus around a precise deﬁ  nition of entrepreneurship in 
the literature. For example, Evans and Leighton (1989), Evans and Jovanovic 
(1989), and Blanchﬂ  ower and Oswald (1998), among others, focus on self-
  employment. Cagetti and De Nardi (2006), Hurst and Lusardi (2004), and 
others deﬁ  ne entrepreneurs as business owners. Quadrini (1999) and Akyol 
and Athreya (2009) consider both of these groups in their deﬁ  nition. The 
distinction across these two groups does not seem to be critical in the US 
economy, given that sensitivity analysis in some of these studies shows no 
signiﬁ  cant diﬀerences in their main results across deﬁ  nitions.1 Furthermore, 
calculations using the Survey of Consumer Finances (SCF) data indicate 
that roughly 70 percent of those that declare to be self-  employed are also 
business owners. In contrast, our analysis shows that business owners and 
the self-  employed in Colombia diﬀer in important ways. For example, self-
  employment is more prevalent than business ownership: while the fraction 
of business owners within the employed remained at around 5 percent dur-
ing the period of study, self-  employment is much higher (20 percent to 30 
percent in 1984 to 2006).2 Therefore, not only do business ownership and 
self-  employment need to be characterized separately, but the relationship 
between them also calls for clariﬁ  cation in this environment. Thus, what 
this chapter tries to determine is if individuals in developing economies 
who declare to work by themselves tend to have the same characteristics, 
motivations, and occupational dynamics as those who clearly run ﬁ  rms that 
employ others.
The Colombian case has all the ingredients of the typical Latin American 
country. Entrepreneurial activity (taking small and medium enterprises as 
a proxy) accounts for about 40 percent of total output, 48 percent of indus-
trial employment, and 70 percent to 75 percent of employment in the retail 
and services sectors.3 Colombia has a similar level of self-  employment as 
other Latin American countries and displays similar informality levels, 
measured by the percentage of the labor force not covered by a pension 
1. See, for example, Hurst and Lusardi (2004).
2. While the Colombian data categorizes individuals as either employers or self- employed 
who work alone using a single question about primary occupation, widely used surveys for the 
United States such as the Survey of Consumer Finances (SCF) and the Panel Study of Income 
Dynamics (PSID) ask separate questions to determine occupation and business ownership. 
Given that we assume employers to be self- employed individuals who own a business that hires 
paid workers, the fraction of business owners to the total self-  employed ﬁ  gure in Colombia 
does not include those self-  employed who own single-  worker businesses. Hence, one of the 
issues this chapter tries to address is if the typical self-  employed in these economies is running 
some kind of ﬁ  rm.
3. According to the National Association of Financial Institutions (ANIF).Business Ownership and Self-  Employment in Developing Economies    9 1
scheme.4 Moreover, self-  employment and informality are highly correlated 
in Colombia, given that this group shows the lowest access/  contribution to 
social security. On the other hand, less than half of business owners have 
their ﬁ  rms registered, while only 5 percent of the self- employed register their 
business activities. In addition, the microdata for Colombia is remarkable. 
Despite the lack of panel data, the existence of retrospective questions in 
the Colombian National Household Survey, including previous job charac-
teristics (occupation, economic sector, and ﬁ  rm size, among others), allow 
for a detailed analysis of transitions across occupations.5
We start by characterizing the diﬀerent categories of “nonwage earners” 
(business owners and the self- employed) in section 3.2. While the relative size 
of business owners within the labor force has been stable at around 5 per-
cent since the 1980s, the fraction of those self-  employed increased from 
roughly 20 percent to 30 percent with the recession of the late 1990s and 
has maintained this higher level, despite the economic recovery cycle of the 
period from 2003 to 2006. We also document diﬀerences across these groups 
in several dimensions such as education, business industry, gender, age, 
hours worked, and informality. Business owners tend to be more educated 
than their self-  employed peers. For example, 30 percent of business owners 
have a college education, compared to 11 percent for the self- employed (and 
20 percent for wage earners). In regard to business industry, about three-
  fourths of the self-  employed work in the services sector (of which almost 
half are engaged in trade). Business owners, on the other hand, show a 
higher participation in manufacturing and construction (40 percent in total, 
distributed in two-  thirds and one-  third, respectively). Finally, we show that 
the level of informality among the self- employed, measured by either social 
security coverage or pension contribution, is higher than that of business 
owners (which at the same time is below the one observed for wage earners). 
In addition, the levels of ﬁ  rm registration and registration renewal for busi-
ness owners tend to be low. The diﬀerences across these groups of nonwage 
earners in education and the business industry are key dimensions in deter-
mining the type of entrepreneurship they are engaged in.6
We then characterize transitions across occupations and analyze the ﬁ  -
nancial motivations of business owners and the self-  employed. In section 
3.3, we construct transition matrices across the diﬀerent states and occupa-
tions (for one-  year periods) of agents within the labor force: unemployed, 
4. Note that self-  employment is frequently considered a form of entrepreneurship by the 
entrepreneurship literature, while at the same time, it is used as a proxy for informality levels 
in the informality literature.
5. The evidence for Colombia presented in the World Bank’s “Informality: Exit and Exclu-
sion” ﬂ  agship report (Perry et al. 2007) diﬀers in important ways from other Latin American 
countries such as Argentina and the Dominican Republic.
6. Mondragón-  Vélez (2009) shows these observable characteristics are highly correlated in 
the case of the US economy and determine diﬀerent types of entrepreneurship.92        Camilo Mondragón-  Vélez and Ximena Peña
wage earner, self-  employed, and business owner. The analysis of these 
matrices across time shows that the high persistence that characterizes the 
employed (wage earners, self- employed, and business owners) is less sensitive 
to the business cycle for the nonwage earners. Moreover, while the major-
ity of the new self-  employed and business owners in the economy comes 
from the pool of wage earners rather than from unemployment, the transi-
tions between self- employment and business ownership (and vice versa) are 
extremely low. This last fact can be interpreted as evidence against the idea 
of self- employment as a primary phase toward business ownership. Another 
interesting ﬁ  nding is that the ﬂ  ow of unemployment to self-  employment is 
about eight times that of unemployment to business ownership. This argues 
in favor of the idea that self- employment is a temporary activity carried out 
by those who fail in the search for a paid job. In addition to the analysis 
of the transition matrices, we also characterize each of the ﬂ  ows involving 
self-  employment or business ownership through the estimation of probit 
regressions on demographics, labor history, and business characteristics. 
The results imply that entry to self-  employment (either from paid work or 
unemployment) is characterized by low human capital (deﬁ  ned by age and 
education) and a strong survival motive (for those with families to support). 
Entry to business ownership, on the other hand, is characterized by higher 
human capital and weaker survival motives. Exit ﬂ  ows generally show higher 
voluntary motivations for the self-  employed, who return to a better job in 
paid work or end some temporary activity, than for business owners, who 
generally tend to exit due to the failure of their business ventures. These 
results argue once again against the idea of self-  employment as a form of 
or a ﬁ  rst step toward entrepreneurship.7
In section 3.4, we study the ﬁ  nancial motivations of each of these groups 
of nonwage earners. The main ﬁ  ndings show that while there are clear 
ﬁ  nancial motivations for business owners that may justify the risk involved 
in running their own business, the self-  employed’s earnings are generally 
lower than those of their wage-  earning peers. We show that while the dis-
tribution of earnings for business owners has a higher mean, median, and 
right skewness than that of wage earners, the earnings distribution of the 
self-  employed shows lower levels for the same moments relative to wage 
earners. Furthermore, while the earnings gap between wage earners and 
business owners is positive and increases along the (earnings) distribution, 
that between wage earners and the self-  employed is negative and decreases 
along the distribution.
7. The evidence related to the transition ﬂ  ows and determinants of self- employment reinforce 
the ﬁ  ndings of the World Bank’s “Informality: Exit and Exclusion” study (Perry et al. 2007) in 
regard to the involuntary nature of self-  employment in the case of Colombia. In other words, 
given a continuum of countries deﬁ  ned by the mix of voluntary versus involuntary entrance 
into self-  employment, Colombia displays a higher share of involuntary entrance than other 
countries in the region.Business Ownership and Self-  Employment in Developing Economies    9 3
Altogether, the ﬁ  ndings of this chapter suggest that in general, self-
  employment in this economy is neither a form or an initial phase toward 
entrepreneurship.8 Using very diﬀerent data sets, two other chapters con-
tained in this volume have similar ﬁ  ndings in regard to the marked diﬀerences 
in observable characteristics between diﬀerent types of independent work-
ers. Ardargna and Lusardi (using the cross-  country Global Entrepreneur-
ship Monitor data) ﬁ  nd that those who enter entrepreneurship pursuing a 
business opportunity and those who enter entrepreneurship due to the lack 
of other available alternatives diﬀer in important ways (see chapter 1 in this 
volume). On the other hand, De Mel, McKenzie, and Woodruﬀ (using their 
own data from Sri Lanka) show that the majority of own-  account workers 
tend to share the characteristics observed for wage workers rather than for 
business owners (see chapter 2 in this volume). Thus, further studies are 
required in order to develop new data sets, perform alternative estimations, 
explore these issues in other developing economies, and construct theoreti-
cal models that explain the behavior of this group of agents in such an en-
vironment.
3.2      Characterizing Entrepreneurship in Colombia
The literature considers alternative ways to deﬁ  ne an individual as an 
entrepreneur. These include self- employment, business ownership, or a com-
bination of the two. Given the structure of the data, we work with three 
separate categories of nonwage earners: business owners, self- employed, and 
self- employed∗ (see the appendix for a description of the data).9 A scatter 
plot of the unemployment rate versus the fraction of business owners and 
self-  employed reveals that while the former seems to be acyclic, the latter is 
countercyclical: the higher the unemployment rate, the higher the fraction of 
self- employed.10 Figure 3.1, portraying the fraction and composition of non-
8. These ﬁ  ndings shed light on the debate regarding informal employment usually associated 
with self-  employment. From a labor supply perspective, informality has been traditionally 
attributed to segmentation or “dualism” in the labor market: informality, an insecure form of 
labor, is regarded as the only feasible alternative to unemployment. This view has been chal-
lenged by the observation that some workers seem to be voluntarily moving to the informal 
sector to improve their options. For example, agents might be attracted by a promising income 
stream associated with a successful transition into entrepreneurship or by the ﬂ  exibility in 
working hours. This suggests a “microentrepreneurial” nature of informality (for example, see 
Cunningham and Maloney [2001], Maloney [2004], and Pisani and Pagan [2004]).
9. The Colombian data divides the population as either employed, unemployed, student, 
disabled, or inactive. Among the employed, it distinguishes between wage earners (in the private 
or public sectors); housekeepers, maids, cooks, or other servants; the self-  employed; business 
owners; and nonpaid workers of family businesses. We consider housekeepers, maids, or ser-
vants as wage earners unless they declare to be self-  employed in these type of occupations 
(which means that they work for other households as independent contractors and are thus 
classiﬁ  ed as self-  employed∗).
10. An alternative exercise using gross domestic product (GDP) growth instead of the unem-
ployment rate shows similar results.94        Camilo Mondragón-  Vélez and Ximena Peña
wage earners together with the unemployment rate between 1984 and 2006, 
conﬁ  rms the previous observations and generates new insights. First, note 
that the fraction of nonwage earners in the economy tends to be stable over 
long periods of time. The average fraction of nonwage earners increased 
permanently in the late 1990s from nearly 30 percent in 1984 to 1998 to about 
40 percent after the year 2000. This structural change coincided with the 
biggest recession of the Colombian economy in the past decades. However, 
while the average fraction of business owners has remained relatively stable 
around 5 percent, the self-  employed increased from around 20 percent in 
1984 to 1996 to over 30 percent in the subsequent period. Similarly, the self-
 employed∗ went from 4 percent until 1996 to 7 percent between 1998 and 
2006.11 Interestingly, the fraction of self- employed is responsive to the unem-
ployment rate only when it increases. That is, when the unemployment rate 
increases, so does the fraction of self-  employed; however, when unemploy-
ment decreases, the fraction of self-  employed remains at the same level.
Fig. 3.1    Fraction of nonwage earners within the employed (1984 to 2006)
Note: See note 9.
11. Given that our sample covers the seven main cities, it is important to note that the behav-
ior of this group is related to internal migration to urban areas due to the situation of violence 
concentrated in rural areas.Business Ownership and Self-  Employment in Developing Economies    9 5
Thus, the occupational structure in Colombia for the past twenty years 
has been relatively stable, with 30 percent to 45 percent of the employed 
characterized as nonwage earners—a group mainly dominated by the self-
  employed. There was, however, a structural break in the composition of 
the employed associated with the economic recession of the late 1990s that 
resulted in a higher participation of all kinds of self-  employment. In order 
to assess the impact of these dynamics of entrepreneurial activity in the 
economy, the next subsection characterizes the diﬀerent groups of nonwage 
earners on several dimensions to understand the types of entrepreneurship 
they are involved in and the kind of entrepreneurs they are.12
3.2.1    Educational  Diﬀerences
We start by documenting the education composition of the Colombian 
workforce. Over the period of study, the country has been undergoing a 
successful transformation, where the overall education level of the work-
force has steadily increased from 7.26 years of schooling on average (with 
a standard deviation of 3.93) in 1984 to 9.62 (with a standard deviation of 
4.26) in 2006. We consider four education categories: incomplete primary, 
completed primary, completed secondary, and completed tertiary educa-
tion. Nonwage earners are more common at lower than at higher levels of 
education. The fraction of nonwage earners observed at the lowest levels of 
education increased steadily in the period from 1984 to 2006 from 41 percent 
to 63 percent for those with less than primary education and from 39 percent 
to 49 percent for those with completed secondary education. The behavior 
at the highest levels of education is somewhat diﬀerent. The proportion 
of high school graduates in nonwage-  earning activities increased from 19 
percent in 1984 to 30 percent in 2006, while the fraction of college gradu-
ates in nonwage-  earning activities has remained fairly stable at around 27 
percent throughout the period of study. Today, more than half of the low 
educated (completed primary or less) who are employed and about one-
  third of those with more than a high school degree are either self-  employed 
or business owners. Given that nonwage earners are about 43 percent of all 
the employed, low-  educated individuals tend to be nonwage earners more 
than paid workers.
The diﬀerences in the education composition across occupations is size-
able. Despite the overall increase in the education level of the workforce, the 
diﬀerences in education composition across occupations remained fairly 
stable over time. Thus, in table 3.1, we present ﬁ  gures for 2006 only. First, 
business owners and wage earners show the highest education levels. The 
main diﬀerence between these two lies in the composition of the two top 
education levels; while in both groups, at least 67 percent completed second-
12. The information available does not allow for the analysis of diﬀerences in the access to 
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ary education, 30 percent of business owners ﬁ  nished college, compared to 
20 percent of wage earners. Hence, business owners are the most educated 
group. The self-  employed and self-  employed∗ are less educated than the 
average of the employed. Self-  employed∗, in particular, shows the lowest 
education levels. Taking into account that business owners are about 5 per-
cent of the employed, the contribution of business ownership is propor-
tional to its size for all education levels except college graduates. Therefore, 
those at the highest education level that choose to be nonwage earners tend 
to be business owners rather than self- employed. The bottom panel of table 
3.1, which shows a diﬀerence of means test on schooling (for each occupa-
tion relative to wage earners), conﬁ  rms the results.13
3.2.2    Sector  Composition
Now we explore the sector composition of nonwage earners. For this 
purpose, we constructed ten sector categories from the reported two-  digit 
economic sector classiﬁ  cation: primary sector (agriculture, farming, and 
extracting activities); manufacture I (food, beverages, textiles, clothing, and 
shoes); manufacture II (intermediate goods); manufacture III (furniture 
and capital goods); construction (construction and distribution of gas, 
water, and electricity); trade (wholesale and retail trade); entertainment 
(hotels, restaurants, bars, and other entertainment services); transportation; 
ﬁ  nancial, real estate, and business services (ﬁ  nance, insurance, business, tele-
communications, courier, information technology, equipment rental, and 
Table 3.1  Educational composition of the employed (2006)
A Education composition by occupation
   
Wage 
earners (%)  
Business 







  Primary  5  6 13 23  9
Primary 27 27 41 54 33
Secondary 48 37 35 22 42
College   20   30   11    0   17
B Mean diﬀerences on years of education (relative to wage earners)
    Wage earners   Business owners   Self- employed   Self- employed∗
Mean 10.69 10.49 8.47 6.41
Diﬀerence  0.21 2.22 4.29
p- value        0.04   0.00   0.00
13. The results shown for the diﬀerence-  of-  means test assume unequal variance across 
occupations. The only diﬀerence when the assumption of equal variance is imposed is that 
the diﬀerence between wage earners and business owners is signiﬁ  cant only at levels above 6 
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real estate); and other services (education, health, and security). We present 
the sector composition in the industry (primary, manufacturing, and con-
struction) and the services sectors focusing on private-  sector wage earners, 
business owners, and the self-  employed.14
Although the services sector has gradually increased its share of employ-
ment in all occupations since the 1980s, wage earners and business owners 
are relatively more concentrated in industry than the self-  employed. The 
shares of wage earners and business owners in the industry and services 
sectors are around 40 percent and 60 percent, respectively, whereas for the 
self-  employed, the proportions are 25 percent and 75 percent, respectively. 
However, although the former exhibit similar shares in the industry and ser-
vices sectors, the composition within each group of sectors diﬀers. While for 
wage earners, primary and construction on average account for nearly 8.5 
percent, this ﬁ  gure is around 15 percent for business owners. The diﬀerence 
is compensated by a higher share of manufacture I and II for wage earners 
(see ﬁ  gures 3.2 and 3.3). There are also important composition diﬀerences 
between these two occupations in the services sectors. While business own-
ers are more prevalent than wage earners in trade and Entertainment (35 
percent and 26 percent, respectively), the latter are more concentrated in 
transportation, ﬁ  nance, and business services, as well as in health and edu-
cation and personal services. The diﬀerences between wage earners and the 
self-  employed are more striking; while manufacture I and II account for 27 
percent of wage earners, they are only 13 percent of the self-  employed. In 
addition, trade on average represents 36 percent for the self-  employed and 
only 19 percent for wage earners.
Let us now focus on the sector composition of “nonwage earners.” For 
business owners within the industry sectors, primary and manufacture III 
have compensated the cyclicality of construction and manufacture I. Manu-
facture II faced a sharp decline, passing from around 12 percent in the period 
from 1984 to 2001 to 5 percent in recent years, while manufacture III went 
from less than 1 percent at the beginning of the period to 4 percent in the 
ﬁ  nal years. In addition, trade accounts for an important share for business 
owners, explaining (on average) about half of the activity in the services 
sectors.
As can be seen in ﬁ  gure 3.4, for the self-  employed within industry, the 
activity in construction increased in the late 1980s into the mid-  1990s, de-
creased in the late 1990s, and has maintained a level above 10 percent since 
2000; the activity in manufacture I declined gradually from 15 percent in the 
mid-  1980s to a level below 10 percent in recent years. The activity in manu-
facture II dropped from almost 5 percent for the period from 1984 to 2001 
14. The primary, manufacture III, and other services sectors are not included in the graphs 
for simpliﬁ  cation purposes but are included in the aggregate analysis. Also recall that all the 
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to just below 3 percent in the last four years. Thus, the recession of the late 
1990s reduced self-  employment in the manufacturing sectors.15 Regarding 
the services sectors, even though trade dominates this group, its participa-
tion has declined from around 40 percent until the mid-  1990s to 32 percent 
Fig. 3.3    Business owners sector composition
Fig. 3.2    Private wage earners sector composition
15. Manufacture III increased its participation from levels below 1 percent in the late 1990s 
and early 2000s to around 2.5 percent since 2002.
Fig. 3.4    Self-  employed sector compositionBusiness Ownership and Self-  Employment in Developing Economies    9 9
in the last ﬁ  ve years. Entertainment and transportation increased their par-
ticipations from 5 percent and 8 percent up to the late 1990s to 9 percent and 
14 percent since the year 2000, respectively. Finally, the ﬁ  nance, business, 
and other services industry increased its participation from around 5 percent 
until 2001 to around 9 percent in the past ﬁ  ve years. In sum, while business 
owners are relatively more concentrated in the manufacturing sectors, the 
self-  employed are concentrated in the services sectors (especially trade).
3.2.3      Gender, Age, and Hours Worked
The self- employed and business owners also diﬀer in regard to other cova-
riates. For example, there is great variation in the gender composition across 
occupations, which is fairly constant through time. For instance, whereas 
women comprise 47 percent of wage earners, they account for 33 percent of 
business owners, 36 percent of the self- employed, and 91 percent of the self-
 employed∗. Thus, despite the fact that their participation rate is lower than 
that of men, women are the majority of the self-  employed∗, and they are 
underrepresented in the remaining nonwage- earning categories. In addition, 
nonwage-  earning groups tend to be older than wage earners. In 2006, the 
average age of wage earners was 34.5, while the comparable ﬁ  gures for busi-
ness owners, the self-  employed, and the self-  employed∗ are 43.9, 40.8, and 
39.7, respectively. Finally, on average, business owners work more hours per 
month than any other group, followed by wage earners, the self-  employed, 
and ﬁ  nally, the self-  employed∗.16
3.2.4      Informality and the Nonwage-  Earner Occupations
To understand the nature of entrepreneurship in the presence of a size-
able informal sector, it is important to disentangle the relationship between 
nonwage-  earning activities and informal markets at the micro level. How-
ever, there are several distinct conceptual understandings of informality, and 
each one entails a diﬀerent deﬁ  nition of the phenomenon. For this purpose, 
we use alternative deﬁ  nitions of informality and explore how they interact 
with the nonwage-  earning categories deﬁ  ned previously.17
The informality module in the household survey allows for several empiri-
cal deﬁ  nitions of informality from the worker’s perspective. The “oﬃcial” 
deﬁ  nition of the Colombian government, adopted by the National Sta-
tistics Department (DANE), is largely driven by ﬁ  rm size. This deﬁ  nition 
states that informal workers are those who (a) work in ﬁ  rms with ten or 
16. These ﬁ  gures, in addition to those describing earnings per hour, are interesting facts in 
regard to the nonpecuniary beneﬁ  ts associated with entrepreneurship—a topic that is out of 
the scope of this chapter.
17. By deﬁ  ning informality as noncompliance with labor market regulations such as social 
security provision, workers have no formal insurance against illness, unemployment, and/  or 
old age. From the ﬁ  rm’s perspective, informality is undesirable, because it is associated with low 
productivity levels. The causality of this relationship, however, is an empirical question that is 
out of the scope of this chapter.100    Camilo Mondragón-  Vélez and Ximena Peña
fewer employees; (b) are unpaid family aids and housekeepers; (c) are self-
 employed (except for independent professionals); or (d) are business owners 
of ﬁ  rms with ten or less employees. Note that it does not include any criteria 
regarding compliance with labor market regulations. Under this deﬁ  nition, 
the informal activity has been steadily increasing its share in Colombia from 
about 50 percent in 1984 to over 56 percent in 2006. This increase in infor-
mality is considered high and is frequently quoted in the domestic debate.
Alternative deﬁ  nitions of informality are given by social security coverage 
and contribution. In contrast with the oﬃcial deﬁ  nition, informality remains 
stable throughout the period of study under every social-  security-  related 
deﬁ  nition. The ﬁ  rst of these deﬁ  nitions is given by access and contribution 
to health insurance. According to this criterion, the percentage of infor-
mal workers was around 44 percent in 2006. Pension contribution is another 
way to deﬁ  ne informality. The percentage of workers who do not contribute 
to the pensions system has an inverted u-  shape: it increased from 58.6 per-
cent in 1996 to 61 percent in 2000 and then decreased steadily to reach 54.7 
percent in 2006. Overall, pension contribution is more volatile and follows 
the economic cycle closer than health access and contribution. Informal-
ity is higher if measured through pension contributions than if measured 
through health coverage, suggesting either that agents value health over 
old-  age insurance or the existence of informal insurance mechanisms (such 
as the subsidized health coverage program for low- income families currently 
in place or the contribution of one member of the household that provides 
coverage to other noncontributing members of the household). The rela-
tionship between the alternative deﬁ  nitions of informality is summarized 
in ﬁ  gure 3.5. The data correspond to the year 2006, though the relationship 
portrayed is similar during all the period of interest.
While over 40 percent of the employed are considered formal under all 
Fig. 3.5    Dimensions of informality: Venn diagram (2006)Business Ownership and Self-  Employment in Developing Economies    1 0 1
deﬁ  nitions, 18 percent belong to the intersection of the three categories and 
are thus considered informal under every criteria. As shown in ﬁ  gure 3.5, 
the oﬃcial deﬁ  nition captures a large fraction of those considered informal 
based on compliance with social security regulations, essentially because 
noncompliance is a small- ﬁ  rm phenomenon. Small ﬁ  rms ﬁ  nd it easier to stay 
below the government radar and evade contributions. Thus, although the 
oﬃcial deﬁ  nition does not include any criteria regarding social security cov-
erage, it captures the phenomenon indirectly. Those considered informal by 
lack of health access and contribution are almost a subset of those who do 
not contribute to pensions, who are mostly captured in the oﬃcial deﬁ  nition. 
However, there are important diﬀerences between those deﬁ  ned as informal 
through pension contribution and those classiﬁ  ed as informal according to 
the government’s deﬁ  nition. To examine the variation of informality across 
time and occupation, we focus on health access and contribution. Figure 
3.6 shows that there are large diﬀerences in the size of informality across 
occupations (and relatively stable in time). While wage earners have the 
lowest informality rates (almost 30 percent), followed by business owners 
(with nearly 50 percent), the informality levels of both the self-  employed 
and self-  employed∗ are around 80 percent.
An alternative way to deﬁ  ne informality is through business registration. 
Since ﬁ  rm registration in Colombia is only valid if it has been renewed (on 
a yearly basis), the adopted deﬁ  nition considers a ﬁ  rm to be formal if it is 
Fig. 3.6    Informality by occupation (percent who do not pay for health insurance)
Note: See note 9.102    Camilo Mondragón-  Vélez and Ximena Peña
registered and has renewed its registry within the last year.18 There is a stark 
diﬀerence in registration levels for business owners and the self-  employed. 
The fraction of registered self-  employed individuals is less than 5 percent, 
whereas 38 percent and 47 percent of business owners were registered in 
2002 and 2006, respectively. However, even for business owners, registration 
levels are low.
3.3      The Transition into and out of Self-  Employment 
and Business Ownership
In this section, we study the ﬂ  ows of agents within the labor force across 
diﬀerent states and occupations.19 We start by measuring these ﬂ  ows through 
the construction of transition matrices for each of the available cross- sections 
during the period from 1988 to 2006. Next, we characterize each of the ﬂ  ows 
involving entry or exit to either self- employment or business ownership. This 
is done through the estimation of transition probabilities as functions of 
demographics, occupation-  speciﬁ  c characteristics, and other idiosyncratic 
labor history characteristics. As an example, ﬁ  gure 3.7 describes the average 
ﬂ  ows (within twelve- month periods) into and out of business ownership and 
self-  employment, as well as the relative size of each group within the labor 
force for the period from 2003 to 2006. While 12 percent of individuals in our 
sample were unemployed and about two-  third of the employed were paid 
workers, the self- employed and business owners represented 25 percent and 
5 percent of the sample, respectively.20 The fraction of new business owners 
and the self-  employed coming from unemployment (rather than from paid 
work) increased continuously during the period from 1988 to 2006. Given 
the relative sizes of each of these groups, about half of the new business 
owners and the self-  employed came from paid work, with 35 percent to 45 
percent (respectively) coming from unemployment. The cross- ﬂ  ows between 
self-  employment and business ownership are small: 98 percent of the new 
self-  employed and 85 percent of the new business owners come from either 
paid work or unemployment. In the rest of the section, we describe these 
dynamics relative to the macroeconomic conditions in the past twenty years 
and then characterize in detail each of these transitions.
3.3.1      Measuring the Flows: Transition Matrices
To construct transition matrices, we compare the state/  occupation of 
each individual within our sample at time t with that at time t –   .21 This 
18. Information about ﬁ  rm registration is only available for the years 2002 and 2006.
19. Housekeepers, maids, cooks, and other servants are excluded, regardless of their occupa-
tion group, for comparability purposes.
20. The fraction of the unemployed within the labor force reported in ﬁ  gure 3.7 is consistent 
with the oﬃcial unemployment rate, though not identical due to sample selection.
21. The information is available for all individuals within each cross-  section through retro-
spective questions included in the informality module of the household survey, which ask about Business Ownership and Self-  Employment in Developing Economies    1 0 3
estimation only includes agents who were part of the labor force at both t 
and t –   .22 At each point in time, agents are deﬁ  ned as either wage earners 
(WE), self- employed (SE), business owners (BO), or unemployed (UN). The 
inclusion of the unemployed is of particular importance to understand the 
motivations and drivers of the transition into and out of self-  employment 
and business ownership. For example, by including unemployment, we aim 
at determining whether self-  employment is an intermediate state toward 
business ownership or an alternative to unemployment toward a future paid 
job. We discuss results for twelve-  month transitions, which can be directly 
related to macroeconomic conditions of the time period in question.23 We 
divide the period of study into three subperiods that characterize diﬀerent 
moments of the economy’s business cycle in the past twenty years. The ﬁ  rst 
period (1988 to 1994) is characterized by a stable economic performance 
above the past twenty-  year average (with growth rates above 4.5 percent for 
all years included in the sample); the subsequent period (1996 to 2002) is 
one of declining growth and recession years (growth rates of 2.5 percent, 1.2 
percent, 3.7 percent, 1.2 percent, and 2.4 percent for years 1996, 1998, 2000, 
2001, and 2002, respectively); and ﬁ  nally, the period from 2003 to 2006 is a 
Fig. 3.7    Occupation groups within the labor force and transition ﬂ  ows into and out 
of self-  employment and business ownership (2003 to 2006)
previous occupations, unemployment spells between jobs, and occupation change motives, as 
well as previous job and ﬁ  rm characteristics.
22. As was already mentioned, maids, household workers/ servants, and all others in the SE∗ 
category described before are excluded. This is due to the fact that there is not enough informa-
tion to determine if they were wage earners or self-  employed in t –   .
23. Furthermore, due to the structure of the data and the way the responses to some of 
the retrospective questions regarding unemployment spells are truncated, complete matrices 
including the unemployment state can only be produced up to a twenty- four- month transition 
period. Although average transition matrices for more than twelve-  month periods are not 
reported, they can be provided upon request.104    Camilo Mondragón-  Vélez and Ximena Peña
recovering phase with an increasing growth trend toward a twenty- year high 
performance in 2006 (from 3.4 percent in 2003 up to 6.8 percent in 2006). 
There is little variation of the estimates across diﬀerent years within each 
of these subperiods.
The left panel of table 3.2 portrays transition probability matrices that 
describe the twelve- month transition period average matrices. Each element 
in the matrix represents the fraction of agents that were in the state described 
by row i at time t –   who are in the state described by column j at time t; each 
row adds up to 100 percent. For example, the ﬁ  rst row of the twelve-  month 
transition matrix for the 1988 to 1994 period is interpreted as follows: of 
all the individuals whose occupation was wage earner, 89 percent remained 
as wage earners (either in the same job or at another wage-  earning posi-
tion) one year later, 9 percent become unemployed, and 0.4 percent and 1.6 
percent transitioned into business ownership and self-  employment, respec-
tively. First, note the high persistence for the employed. At least 80 percent 
of wage earners, business owners, and the self-  employed stayed within the 
same occupation each year.24
Also, note the diﬀerences in the fractions of wage earners and the unem-
ployed who stayed in the same state across the three “business- cycle” periods. 
While 89 percent of wage earners stayed as paid workers in the high growth 
period (1988 to 1994), the ﬁ  gure drops to 83 percent for the recession (1996 
24. The portrayed matrices are a good estimate of the stationary matrix, given the magnitude 
of the diﬀerences along the economic cycle.
Table 3.2  Average transition matrices and total ﬂ  ows (twelve months)
Transition matrices Transition ﬂ  ows
    WE   BO   SE   UN   WE   BO   SE   UN
1988 to 1994
WE 89.0 0.4 1.6 9.0 61.4 0.3 1.1 6.2
BO 1.1 90.7 0.5 7.7 0.07 5.8 0.03 0.5
SE 3.0 0.3 94.0 2.6 0.6 0.06 17.6 0.5
UN 40.2 1.3 7.1 51.4 2.4 0.08 0.4 3.1
1996 to 2002
WE 82.5 0.3 2.2 15.0 50.6 0.2 1.3 9.1
BO 1.5 89.5 0.4 8.6 0.07 4.4 0.02 0.5
SE 3.0 0.3 90.8 5.9 0.7 0.06 20.4 1.4
UN 29.2 0.8 7.5 62.5 3.1 0.08 0.9 7.2
2003 to 2006
WE 83.3 0.3 2.4 13.9 48.7 0.2 1.4 8.1
BO 2.1 92.5 1.1 4.3 0.10 4.3 0.05 0.2
SE 4.9 0.3 88.9 5.9 1.2 0.07 22.4 1.5
UN   34.6   1.1   9.4   54.9   3.9   0.13   1.1   6.6Business Ownership and Self-  Employment in Developing Economies    1 0 5
to 2002) and recovery (2003 to 2006) periods; accordingly, while 51 percent 
of the unemployed did not get jobs within twelve months during the high 
growth period, the ﬁ  gure jumps to 63 percent during the recession, dropping 
again to 55 percent in the recovery phase. In contrast, the fractions of the 
self-  employed and business owners keeping the same occupations are less 
sensitive to changes in macroeconomic performance. While the fraction of 
BOs staying in business varies only from 90 percent to 92.5 percent, that of 
SEs drops from 94 percent in the high growth period to 91 percent and 89 
percent in the recession and recovery periods, respectively.
Entry ﬂ  ows to business ownership (on an annual basis) from other 
states/  occupations are generally low and not sensitive to macroeconomic 
conditions. While 0.3 percent of wage earners and the self- employed become 
BOs each year, only 1 percent of the unemployed start a business within a 
year. However, taking into account the size of each of these groups within 
the labor force, 4 percent to 5 percent of observed business owners were 
wage earners who started their business in less than one year (1 percent to 
2 percent being either SE or UN). On the hand, while 83 percent of those 
exiting business ownership become unemployed during the high growth and 
recession periods (58 percent in the recovery period), around 13 percent 
return to paid work (28 percent in the recovery period). In all three peri-
ods, the ﬂ  ow from business ownership to self-  employment tends to be very 
small. In regard to self-  employment, entry ﬂ  ows are both higher and more 
sensitive to macroeconomic performance than those observed for business 
ownership. In this case, while only 0.5 percent to 1.1 percent of business 
owners transit to self-  employment, that fraction ranges from 1.6 percent 
to 2.4 percent for wage earners and from 7 percent to 9 percent for the 
unemployed. Furthermore, 5.5 percent to 6.0 percent of the observed self-
  employed each year were wage earners one year before, while 2 percent to 4 
percent transited from unemployment. In addition, the fractions of those 
exiting self- employment to paid work and unemployment are 51 percent and 
44 percent for the high growth period. During the recession period, these 
fractions become 33 percent and 64 percent, moving back to 44 percent and 
53 percent in the recovery period.
To put previous probabilities in perspective, the right panel of table 
3.2 displays the actual size of the transition ﬂ  ows as a percentage of the 
sample—that is, the size of the actual ﬂ  ow over the size of the sample. In 
this case, the sum of all the ﬂ  ows adds up to 100 percent. Again, despite 
some variation along the cycle, the main tendencies remain. Quantitatively, 
the most important ﬂ  ows are those along the main diagonal, plus those 
between paid work and unemployment. This emphasizes the persistence of 
occupations and the importance of unemployment in the Colombian labor 
market. New business owners are least likely to come from self- employment 
and most likely to come from paid work. On the other hand, those exiting 
business ownership are most likely to become unemployed, suggesting that 106    Camilo Mondragón-  Vélez and Ximena Peña
the transition out of the occupation has to do with business failure. On 
the other hand, the new self-  employed come mainly from paid work, with 
a steady ﬂ  ow as a percentage of the total ﬂ  ows during the period of study, 
and are less likely to come from unemployment (though the ﬂ  ow is ﬁ  ve to 
ten times higher than that from unemployment to business ownership), with 
an increasing share over time. In terms of percentages of the total ﬂ  ows, the 
cross- ﬂ  ows between BO and SE are surprisingly small.
In sum, this analysis shows that there is generally high persistence for the 
employed, that this persistence is less sensitive to macroeconomic perfor-
mance for business owners when compared to wage earners, that the ﬂ  ows 
between paid work and unemployment are much higher than those between 
each of these groups to either self-  employment or business ownership, and 
that while the majority of new business owners and the self- employed come 
from the pool of wage earners (5 percent on average), the ﬂ  ows from unem-
ployment to self-  employment are much higher than those to business own-
ership.25
3.3.2      Characterizing the Flows: Transition Probability Estimations
This section is a deeper exploration of the entry and exit ﬂ  ows between 
self-  employment or business ownership and all other states and occupa-
tions (wage earner, self-  employed, business owner, and unemployed). The 
main objective is to determine how individual characteristics and speciﬁ  c 
labor market “circumstances” drive the ﬂ  ows to/  from self-  employment 
and business ownership. This is done through the estimation of binomial 
probit regressions on demographics and other labor market characteristics 
reported by individuals.26 The estimation of interest is of the form E[yi,j|x] 
 F[h(x; )], where yi,j  P{being in occupation j at time t|occupation i in 
t –   } ∈ {0, 1}, with i ∈ {WE, BO, SE, UN}, j ∈ {BO, SE}, and j  i; x is 
the vector of covariates; and  is a vector of parameters. The probit model 
assumes F to be the normal distribution function and h to be linear. Thus, 
the regression we run in each case is E[y|x]  F(x)  ε.
The vector of covariates x includes age and age squared (as a proxy for 
experience); gender, marital status, and education-  level dummies; the dura-
tion of the unemployment spell associated with the transition from occu-
pation i to occupation j; and the local (regional) unemployment rate faced 
25. Comparing our results to those of Bosch and Maloney (2007) for Argentina, Brazil, and 
Mexico, we ﬁ  nd that Colombia exhibits much lower mobility across occupations than Argen-
tina and Brazil, while the order of magnitude is closer to that in Mexico. However, the relative 
sizes of the ﬂ  ows in our case are not consistent with the ones they report for these countries.
26. Estimations were also performed using multinomial probit. However, since the ﬂ  ows 
between business ownership and self- employment are very low, the estimations of this channel 
fail for most years. Since the results are qualitatively the same, we present the results from the 
binomial probit estimations.Business Ownership and Self-  Employment in Developing Economies    1 0 7
by agents in t –   .27 In the cases where i ∈ WE, BO, SE, we also include a 
dummy to characterize if the exit from occupation i was involuntary, as well 
as a dummy that describes the ﬁ  rm size associated to that previous occupa-
tion.28 Given the structure of the data (a set of cross-  sections that includes 
some retrospective questions about the previous occupation), we estimate 
the transition probability functions for each of the cross-  sections available 
and document the consistency of the estimated coeﬃcients in terms of sign, 
level, and signiﬁ  cance across time. Tables 3.3 through 3.10 show the results 
in detail. We now summarize and analyze our ﬁ  ndings in regard to each one 
of these ﬂ  ows.
Entry Flows
Wage Earner to Self-  Employed  Married men at the lowest levels of 
education show a higher probability of switching from paid jobs to self-
 employment. The transition probability is higher for small ﬁ  rm workers who 
were “involuntarily separated” from their jobs. Thus, this ﬂ  ow is associated 
with low-  skill workers who have unstable jobs in smaller ﬁ  rms. In addition, 
the probability increases with the unemployment spell between occupations. 
These ﬁ  ndings are consistent with the idea of self-  employment as a last-
 resource alternative for low- skill workers with dependent families who were 
not able to ﬁ  nd a new paid job within the period. In order to further explore 
the “survival motive,” we created an interaction term that equals the number 
of family members for individuals who report to be the household head and 
that equals zero for all other individuals. We included this variable either 
as an additional covariate or as a substitute for the marital status dummy 
and estimated these speciﬁ  cations for all the available cross-  sections in our 
sample. The results show that in general, the interaction variable captures 
the eﬀect of marital status. That is, whenever the marital status dummy is 
signiﬁ  cant in the original speciﬁ  cation, the interaction term is signiﬁ  cant, 
has the same sign as the marital status it substituted, and delivers very similar 
results for all other covariates, as well as for the overall regression. When 
both variables are included as covariates, only one of them is signiﬁ  cant 
when the marital status dummy is signiﬁ  cant in the original speciﬁ  cation; 
none of them are signiﬁ  cant if the marital status dummy was not signiﬁ  cant 
in the original speciﬁ  cation. Therefore, positive eﬀects of the marital status 
dummy can be associated not only with positive eﬀects of household heads 
27. We include four education levels (less than primary, completed primary but less than high 
school, completed high school but less than college, and college or more). In each regression, 
the comparison group is excluded. In the case of transitions to or from self-  employment, the 
comparison group is completed high school but less than college, while in the case of transitions 
to or from business ownership, the comparison group is less than primary.
28. The reasons listed for involuntary exits from previous jobs include ﬁ  rm closure, ﬁ  ring, 
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with dependents but also with increasing eﬀects in the number of depen-
dents. However, given that there are many important features left out of 
the analysis due to data availability—for example, credit constraints—it is 
diﬃcult to give a more solid interpretation of the results. Age variables, on 
the other hand, are not signiﬁ  cant.29
Wage Earner to Business Owner  In this case, age and high education are 
generally signiﬁ  cant. Thus, in contrast to self- employment, business owner-
ship in this economy requires a higher level of human capital and experi-
ence.30 While the transition from paid work to business ownership shows a 
stronger gender eﬀect (with less signiﬁ  cance across time) than that to self-
  employment, the eﬀects of marital status are also higher in magnitude but 
only signiﬁ  cant until the late 1990s. Thus, the “survival motive” in this case 
has a weaker support.31 Business owners coming from paid work also tend 
to originate from an involuntary separation from jobs in small ﬁ  rms. How-
ever, the magnitude of the involuntary separation dummy is lower and less 
signiﬁ  cant across samples in this case. Hence, the transition from paid work 
to business ownership seems to be driven less by involuntary decisions of 
high- skilled and more experienced individuals than that of their low- skilled 
peers moving in higher proportions to self-  employment. The eﬀect of the 
unemployment spell in this case is positive, though smaller in magnitude and 
signiﬁ  cance when compared to the previous case.32
Unemployed to Self- Employed This  ﬂ  ow shares the characteristic of being 
driven by low- skilled married men relative to the transition of wage earners 
to self-  employment. However, age eﬀects in this case are signiﬁ  cant. This 
may be indicating that older, low-  skilled workers (with families to support) 
may be willing to transit to self-  employment more easily. The eﬀect of the 
unemployment spell, which in this case refers to the total spell since the last 
job, is mixed across time (positive and signiﬁ  cant for the years from 1988 
to 1998 and mostly negative and not signiﬁ  cant afterward). Thus, in an 
eﬀort to understand unemployment spell eﬀects, we estimated a diﬀerence- 
29. This is consistent with what Hurst and Lusardi (2004) ﬁ  nd in their estimations for the 
United States, associated to the life- cycle human capital eﬀects discussed in Mondragón- Vélez 
(2007, 2009).
30. The notion of self-  employment and business ownership in this type of economy could 
be in a sense equivalent to the relationship between education level, business industry, and 
technological change in the US economy introduced in Mondragón-  Vélez (2009).
31. Similar estimations to support the interpretations associated with the “survival motive” 
described previously were performed for this case, as well as for the transition ﬂ  ows from unem-
ployment to self-  employment and from unemployment to business ownership.
32. Given the weaker eﬀect of involuntary separations for business owners, the eﬀect of the 
unemployment spell may indicate that some of the new business owners take some time oﬀ to 
prepare for the start-  up of their businesses rather than the additional job-  seeking interpreta-
tion for those transiting to self-  employment. However, we do not ﬁ  nd conclusive evidence in 
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of-  means test between the average unemployment spell for those transiting 
to self- employment and those staying in unemployment. The test results are 
consistent with the regression results for the years from 1988 to 1998, where 
those who transit to self-  employment on average have had signiﬁ  cantly 
higher unemployment spells than those who stayed unemployed. The same 
result is found for the years 2003, 2005, and 2006, but regression coeﬃcients 
for these years are either contradictory or not signiﬁ  cant. However, overall, 
the diﬀerence-  of-  means test shows higher average unemployment spells for 
those making the transition to self- employment in eight out of twelve cross-
 sections.33
Unemployed to Business Owner  While the unemployed who transit to busi-
ness ownership tend to be experienced married men (similar to their wage-
  earning peers who also start businesses), the signiﬁ  cance of high education 
across time is weaker in this case. Marital status coeﬃcients are higher in 
magnitude and (cross-  time) signiﬁ  cance than the ones observed for the WE 
to BO transitions. Thus, the survival motive to start some business for those 
who are unemployed is stronger. The eﬀect of the unemployment spell is 
mixed and relatively small in magnitude across time.34 In sum, while entry 
to self- employment—either from paid work or unemployment—is generally 
driven by individuals at lower levels of education, consistent with a “survival 
motive” story (due to family support obligations, and in some cases, longer 
unemployment spells), entry to business ownership is generally character-
ized by higher human capital (deﬁ  ned by either education, experience, or 
both) requirements, and in the cases of those coming from paid work, less 
by involuntary decisions.
Exit Flows
Self-  Employed to Wage Earner  Involuntary exit from self-  employment 
along with the duration of unemployment are the main drivers of this tran-
sition, with demographics having very low explanatory power. Given the 
nature of self-  employment, involuntary exit in this case is directly associ-
ated with failure of the self-  employment venture. This, in addition to the 
eﬀect of the unemployment spell duration between occupations, implies the 
transition is driven by those who fail in self- employment and then take some 
time to look for a paid job. However, one of the answers that characterizes 
voluntary exit from the previous occupation indicates that the individual 
33. Therefore, we can say that at least before the year 2000, individuals who have been 
unemployed for longer periods of time tend to enter self- employment with a higher probability. 
This result, in addition to age and marital status (or the number of dependents eﬀect), can be 
interpreted as additional support of the “survival motive” associated with the transition to 
self- employment.
34. A test of diﬀerences in unemployment spell means as the one described before was also 
performed in this case. Consistent with the regression results, the test results are mixed along 
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“ﬁ  nds a better occupation or job.” Surprisingly, for the years from 2001 
to 2006, around 40 percent of those that moved from self-  employment to 
paid work did so because they found a better job before exiting. In addi-
tion, age is the only signiﬁ  cant demographic variable (in ﬁ  ve out of twelve 
years). Although relatively small in magnitude, the negative sign in all cases 
may be indicating that younger individuals (with no apparent strong sur-
vival motives or family support obligations) are more willing to exit self-
  employment to search for a paid job than older agents.
Self-  Employed to Unemployed  In high contrast to the entry ﬂ  ows char-
acterization, this transition is driven by low-  skilled, young, single females. 
This result reinforces the idea that younger agents with no apparent family 
support obligations are more willing (or have more ﬂ  exibility/ can take more 
risk) to exit self-  employment in order to look for a paid job. The fact that 
the coeﬃcient of gender is negative and that of the unemployment spell 
duration is positive may be reﬂ  ecting a tougher labor market for low- skilled, 
young females, who generally tend to stay unemployed after exiting self-
  employment (within a one-  year period).
Business Owner to Wage Earner  The only variables that are consistently 
signiﬁ  cant across time in this case are the involuntary separation from the 
previous occupation dummy and the unemployment spell duration. This 
suggests that the transition is driven by business owners who fail, close their 
businesses, and look for paid jobs. In fact, while 72 percent of those moving 
from business ownership to paid work report involuntary motives, only 15 
percent report the motive to move to a better job. This is in high contrast with 
the 40 percent ﬁ  gure of those self-  employed eﬀectively moving to a better 
paid job, which reinforces the idea of self-  employment as a temporary state 
for individuals looking forward to a paid job. Interestingly, this happens to 
all types of business owners, regardless of their experience and education.
Business Owner to Unemployed  The results prior to and after the year 2000 
diﬀer signiﬁ  cantly in this case. For the period from 1988 to 1998, the transi-
tion is characterized by low-  skilled, young, single individuals. Although in 
these cases, there is no available information about the exit motive of the 
previous occupation, it may be possible to argue that the exit rate of younger 
individuals with less experience (and education) is higher. On the other hand, 
the results after the year 2000 do not show strong signiﬁ  cance consistency 
for any of the demographic variables.
Cross- Flows
In general, the estimations for the self-  employed to business owner and 
business owner to self-  employed transitions fail. This is mainly due to small 
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matrices. The only consistent result in both regressions is that those who 
fail in their self-  employment or business-  ownership ventures are the ones 
who switch to business ownership and self-  employment. The very limited 
size of the ﬂ  ows ﬁ  rst suggests that the transition between self-  employment 
and business ownership is diﬃcult, and thus self- employment may not be an 
initial phase toward business ownership. Second, it implies that the fraction 
of failing business owners who choose self-  employment as an alternative 
over paid work or unemployment is very small. Results do not provide strong 
evidence in regard to individual characteristics.
Finally, the regional unemployment variable was not consistently sig-
niﬁ  cant (nor did it show consistent signs) across time in any of the regres-
sions previously described.35 This may be related to the lack of sensitivity 
to the business cycle of the ﬂ  ows involving business ownership and self-
  employment, documented in the analysis of the average transition ma-
trices.
3.4    Financial  Motivations
Another important dimension in which self-  employment and business 
ownership diﬀer is the earnings level associated with these occupations. 
A central issue in the analysis of the transition to entrepreneurship is the 
potential earnings premium over paid work. Several studies using data for 
developed countries and based on the usual cross- sectional motivating facts 
suggest that entrepreneurs enjoy higher average income levels compared to 
those of workers. In addition, there are increasing shares of entrepreneurs 
and entrepreneurial capital in the top deciles of the income and wealth dis-
tributions, as well as the higher savings rates and upward social mobility 
trends.36 To better understand the earnings diﬀerences between wage earn-
ers and nonwage earners, we analyze diﬀerent measures. We ﬁ  rst compare 
means and medians. These are informative measures but hide interesting 
facts about the underlying distributions. Thus, we then compare earnings 
densities. Finally, we calculate earnings gaps for the self-  employed and 
business owners relative to wage earners along the (earnings) distribution. 
Alternative measures of entrepreneurial income are used in the literature 
to compare their earnings against paid work. These include net proﬁ  t, a 
draw—or periodic transfer from the ﬁ  rm to the entrepreneur, similar to a 
regular wage—and the draw plus changes in the ﬁ  rm’s equity value.37 Given 
limitations in our data set, we cannot distinguish between returns to capital 
and the entrepreneur’s draw. Therefore, we’ll compare the reported hourly 
earnings for both wage earners and nonwage-  earner categories.
35. We tried an alternative speciﬁ  cation using regional dummies with no success.
36. See, for example, Quadrini (1999) and Moskowitz and Vissing-  Jørgensen (2002).
37. See, for example, Hamilton (2000) and Moskowitz and Vissing-  Jørgensen (2002).120    Camilo Mondragón-  Vélez and Ximena Peña
Following the literature, we compare earnings between occupations by 
comparing means. For example, according to Mondragón-  Vélez (2007, 
2009), the most successful entrepreneurs in the United States earn much 
more than the most successful workers, and this diﬀerence in mean earnings 
increases at higher education levels. Figure 3.8 shows the mean income of 
business owners and the self-  employed relative to that of workers in time. 
While the mean earnings of the business owners are more than twice those 
of wage earners without a college education in the year 2006, the ratio is 
around 1.4 for college graduates. This is in contrast to ﬁ  ndings for the United 
States, where the ratio is higher for the college- educated category. Similarly, 
the mean earnings of the self-  employed relative to wage earners are smaller 
for the highly educated. Hence, in Colombia, there is a very high opportunity 
cost for those with higher education in the salaried sector, which decreases 
the incentives to become a business owner. We also ﬁ  nd a deterioration of 
the earnings of the self-  employed relative to wage earners over the period 
of study at all education levels.38
The comparisons of mean earnings are informative but hide interesting 
features regarding the occupation-  speciﬁ  c earnings densities. Thus, we fol-
low a distributional approach. Figure 3.9 shows that there are big diﬀerences 
between the kernel densities of hourly earnings for occupations in 2006. The 
earnings distribution of the self-  employed∗ is the most skewed to the left, 
with the bulk of the group showing earnings below the minimum wage (rep-
resented by the vertical line). The self- employed have a similar behavior with 
slightly higher earnings but still peak below the minimum wage level. The 
wage-  earners density peaks just above the minimum wage level and has the 
lowest standard deviation. Finally, business owners show the highest right 
skewness, as well as the highest spread. Interestingly, there is no clear eﬀect 
of the minimum wage on any of the nonwage-  earning categories.39
Fig. 3.8    Mean earnings ratio relative to wage earners
38. The analysis performed with medians shows similar results.
39. Maloney and Nuñez (2001), who use a similar approach to reveal how the distribution 
is distorted by the minimum wage, state that Colombia provides an extreme example, given 
the dramatic cliﬀs in the ﬁ  gures, the low standard deviation, and the high skewness. However, the 
diﬀerences they ﬁ  nd between informal-   and formal-  sector workers are less stark than what we 
ﬁ  nd between wage earners and entrepreneurs: the minimum seems to have a strong eﬀect on 
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There is a remarkable stability in the densities of the occupation types 
across time: the ordering is maintained throughout the period of study and 
across education levels, except for the college educated (see ﬁ  gure 3.10). Note 
that for this group, a sizeable fraction of business owners (more than half) 
show earnings below their wage- earning peers and relatively small diﬀerences 
in the mass of business owners with higher earnings (at the highest earn-
ings levels) than wage earners. In other words, the ﬁ  nancial motivations to 
become an entrepreneur are smaller for the highly educated agents. As other 
studies ﬁ  nd (see, for example, Perry et al. [2005]), the diﬀerences in earnings 
distributions across occupations are smaller for college-  educated agents. In 
our case, the densities of wage earners and the self-  employed move closely 
together, while that of business owners is more skewed to the right with a 
higher variance.
We now look at the earnings gap between nonwage earners and wage 
earners along the earnings distribution. This is relevant, since it has been 
documented that entrepreneurs are overrepresented in the top deciles of 
the income and wealth distributions. Are there strong ﬁ  nancial incentives 
to become an entrepreneur in Colombia? The unconditional earnings gap 
is calculated as the diﬀerence in log earnings at diﬀerent points in the dis-
tribution. As before, there are big diﬀerences between business ownership 
and self- employment. Figure 3.11 shows the earnings gap between business 
owners and wage earners, as well as between the self-  employed and wage 
earners. For business owners, in the bottom third of the distribution, the 
earnings premium is around 40 percent, while in the top third, it doubles to 
80 percent of the hourly wage.
For the case of self-  employment, there is a negative gap of around 50 
percent in the bottom half and of nearly 30 percent in the top half. There-
Fig. 3.9    Earnings distribution by occupation ($US per hour)
Note: See note 9.Fig. 3.10    Earnings distribution for the college educated by occupation ($US 
per hour)
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fore, there are strong ﬁ  nancial motivations to become a business owner but 
not to become self-  employed. Replicating this analysis by education levels 
shows that the ﬁ  nancial motivations to become business owners are higher 
for agents with less than a college education, reaching levels of 150 percent 
hourly wage at the top of the distribution. This is consistent with the kernel 
density analysis: highly educated workers are still relatively scarce and face 
a high wage proﬁ  le in the salaried sector. Therefore, the opportunity cost of 
becoming an entrepreneur is relatively higher. This is in high contrast with 
ﬁ  ndings for the United States, where the diﬀerences are monotonic in edu-
cational attainment. The earnings gap between the self-  employed and wage 
earners, on the other hand, is very similar across education levels.40
Finally, we measure earnings dispersion. The mean-  variance analysis by 
occupation suggests that business owners’ earnings are always more volatile 
than those of the other two groups. If occupational choice was completely 
voluntary, this would imply that more risk-  averse individuals would prob-
ably be drawn away from business ownership. Interestingly, between 1984 
and 1998, the variance/  mean ratio for the self-  employed was consistently 
higher than that of wage earners, while for the remainder of the period, they 
move together closely, and the order is reversed gradually.
In sum, business owners enjoy a sizeable premium over their wage- earning 
peers. In addition, the mean income for business owners with less than a col-
lege education is twice that observed for wage earners. Thus, even though 
there is a positive premium to business ownership, the wage-  earning sector 
poses a high opportunity cost for college-  educated individuals. Not only 
does the business owners’ earnings cumulative distribution function ﬁ  rst-
  order stochastically dominate that of all other occupations, but there is 
also a positive wage gap between business owners and wage earners. On the 
other hand, we ﬁ  nd no ﬁ  nancial motivations to become self- employed. Con-
ditional on education level, the earnings of self-  employed individuals were 
on average 10 percent higher than wage earners until 1998 but 10 percent 
lower after the year 2000. Note that the latter period saw a secular increase 
40. As mentioned before, we cannot distinguish entrepreneurial earnings associated with 
human and physical capital. Thus, it is important to note that in all the comparisons just 
presented, we may be overestimating entrepreneurial earnings associated with human capital, 
which are the ones comparable to earnings from paid work. This implies that while the positive 
premiums (of payments to labor or human capital) observed for business owners relative to 
paid work should be lower than the ones previously reported, the negative premiums observed 
for self-  employment are in fact more negative than our ﬁ  gures suggest. However, given the 
average size of the ﬁ  rms run by business owners in this economy, we do not expect the payments 
to capital to make the premium over paid work zero or negative. (However, this eﬀect may be 
higher in the case of highly educated individuals.) On the other hand, given the proﬁ  le of the 
self-  employed documented in this chapter, we can expect payments to capital in this case to 
be very small on average. Finally, the relative size of other sources of income not related to 
labor or business activities is generally very small for most of the population. Thus, if we were 
to compare total income from all types of assets across occupations, we expect to get similar 
results to the ones just documented. (We want to thank William Maloney for his comments on 
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in self- employment from 20 percent to over 30 percent of the working popu-
lation. In addition, there is a negative and sizeable wage gap between the 
self-  employed and wage earners. Therefore, this analysis suggests that self-
 employment is either a survival activity or that there are other nonpecuniary 
motivations aﬀecting this decision.
3.5    Conclusions
Our characterization of entrepreneurship in Colombia suggests that 
(unlike what the literature ﬁ  nds for the United States) there are important 
diﬀerences between self-  employment and business ownership. These two 
commonly used deﬁ  nitions of entrepreneurship diﬀer in important dimen-
sions such as education and economic sector. In addition, there is surpris-
ingly little transition between self-  employment and business ownership. 
Finally, there is a substantial earnings premium to become a business owner 
but not to become self-  employed. The exploratory analysis suggests that in 
Colombia, not only are the self-  employed very diﬀerent from the business 
owners, but they also diﬀer from wage earners across such observable char-
acteristics as education and economic sector.
The analysis suggests that while business ownership shares the main 
characteristics of what the literature associates with entrepreneurship, self-
 employment in the Colombian context is more associated with a subsistence 
activity. In other words, self- employment in this environment does not seem 
to be either a form of or initial phase toward entrepreneurship. Regardless 
of growth opportunities, self-  employment is still very important in terms 
of income generation for the majority of the population with no access to 
tertiary education. In addition, there may be important factors hindering 
the transition from self-  employment to business ownership, such as credit 
constraints, that are unobservable from the available data.
When studying entrepreneurship in a developing economy, it is critical 
to deﬁ  ne and determine with caution the characteristics of diﬀerent types 
of nonwage earners. In particular, the diﬀerences we ﬁ  nd between business 
owners and the self-  employed call for very diﬀerent courses of action when 
designing economic policy. In line with the diﬀerences in characteristics, the 
challenges faced by each group are likely to be very diﬀerent, and hence there 
is a need for diﬀerentiated policies.
The present chapter, along with others included in this volume, suggest the 
importance and prevalence of diﬀerent types of entrepreneurship. Further 
studies should explore these issues in other developing economies, develop 
new data sets, perform alternative estimations, and construct theoretical 
models that explain the behavior of these diﬀerent groups of agents in such 
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Appendix
Data and Sample Selection
In this study, we use the Colombian Household Survey from 1984 to 2006 
(Encuesta Nacional de Hogares, ENH), a repeated cross-  section carried out 
by the National Statistics Department (DANE). We work with surveys start-
ing in March 1984, because this is the period for which the survey has been 
most consistent in regard to coverage, frequency, and sample design. The 
survey collects quarterly information through four basic chapters: (a) identi-
ﬁ  cation variables, (b) household characteristics, (c) education, and (d) labor 
force information. In addition, special “modules” are run in some quarters, 
including migrations and informality. Some particular aspects are worth 
mentioning. First, there is information on basic job characteristics for all 
individuals, and thus we are not restricted to formal enterprises. Second, we 
can characterize agents across diﬀerent types of occupations and identify 
entrepreneurs working alone from those who employ others. Net business 
income questions for entrepreneurs are asked separately from labor earnings 
for workers, and information on past occupations, including past entrepre-
neurial activities, is gathered on those currently unemployed or out of the 
labor force. Dictated by data availability, our analysis focuses on the eleven 
main cities between 1984 and 2000 and the thirteen main ones for the period 
from 2001 to 2006; Colombia’s seven main cities account for 40 percent of 
the population and 63 percent of gross domestic product.
This Annex describes the sample of the occupied used in this chapter 
(except for the analysis of transitions, where we also include the unem-
ployed). We use observations with a complete set of covariates and restrict 
the sample to workers between ﬁ  fteen and seventy years of age (other than 
unpaid family aids) who report working between sixteen and eighty-  four 
hours per week. The size of the weighted samples ranged from 3,093,445 
workers in 1984 to 6,458,583 in 2006. The analysis is based on the informa-
tion contained in the “informality” module, a special set of questions that 
has run within the second- quarter wave since 1984 and every two years up to 
year 2000, with the exception of 1990; it has run annually since. It includes 
data on ﬁ  rm size, tenure, work location, and access (and contribution) to 
social security. There are some retrospective questions about previous job 
characteristics including type of work, economic activity, and ﬁ  rm size. 
Particular information is available on speciﬁ  c waves such as whether the 
worker has a written job contract and whether the ﬁ  rm is registered and/  or 
has formal accounting. Since (idoneous) indirect reporting is used for the 
period under study in the household survey, nonresponse and underreport-
ing are important issues in this data set. In oﬃcial labor market indicators 
and poverty calculations, the National Planning Department (DNP) applies 
three correction steps that involve earnings imputation and adjustment to 126    Camilo Mondragón-  Vélez and Ximena Peña
national accounts. However, this study uses the raw data as reported by the 
individuals. In 2000, DANE changed both the survey questionnaire and the 
collection methodology of the ENH in response to recommendations from 
the International Labor Organization (ILO) to allow for full comparability 
with other countries’ indicators. To make the survey information before and 
after 2000 compatible, we adopt the more recent labor market deﬁ  nitions 
and perform an adjustment in the spirit of Lasso (2002) to account for sea-
sonal eﬀects in the pre-  2000 shifts. Table 3A.1 portrays the sample sizes of 
the occupied (wage earners, all types of self-employed and business owners) 
both in terms of the total number of observations in our sample and the 
(weighted) number of individuals they represent.
There are other relevant changes in the ENH survey. For example, eco-
nomic sector information, which used the International Standard Industrial 
Classiﬁ  cation system (ISIC) second revision between 1984 and 2001, began 
to use the ISIC third revision in 2002. Therefore, additional work is needed 
to make the categories directly comparable. Additionally, starting in 2004, 
information about the sectors of economic activity becomes available at the 
four-  digit ISIC and is used where relevant. Finally, data from the minimum 
wage is taken directly from the government resolutions establishing it for 
each year. The number of hours per month is take to be ﬁ  ve days  eight 
hours/ day   4.285714 weeks/  month; that is, 171.42856 hours per month.
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